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Who are We?
We are Canada’s export credit agency. Our job is to 
support and develop Canada’s export trade by helping 
Canadian companies respond to international business 
opportunities. We are a self-financing Crown corporation 
that operates at arm’s length from the government.

What do We do?
We provide insurance and financial services, bonding 
products and small business solutions to Canadian 
exporters and investors and their international buyers. 
We also support Canadian direct investment abroad 
and investment into Canada. Much of our business is 
done in partnership with other financial institutions 
and through collaboration with the government  
of Canada.

hoW We operate
We are financially self-sufficient and operate much like 
a commercial institution. We collect interest on our 
loans and premiums on our insurance products. We 
also have a treasury department that sells bonds and 
raises money in global capital markets.

We are committed to the principles of corporate social 
responsibility. Our rigorous due diligence requirements 
ensure that all projects and transactions we support are 
financially, environmentally and socially responsible. 
We believe that good business – adopting and embracing 
these principles while we facilitate trade for Canadian 
investors and exporters – is good for business.

partnership preferred  
philosophy
When we work on a transaction, we prefer to do it in 
explicit partnership with the private sector. We let the 
private sector player set the terms and we add capacity 
and share the risk. 

to contact edc…
Please refer to our Contact Us web page.

AbOuT EXpORT DEvElOpMENT CANADA

http://www.edc.ca/EN/About-Us/Contact-Us/Pages/default.aspx
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Volatile exchange rates can pose substantial risks to a business’s cash flow, profitability and 
competitiveness . This guide offers canadian exporters information that they may wish to consider  
in order to develop a basic foreign exchange (Fx) policy . The process of developing an Fx policy  
can help companies identify when their Fx exposure arises and quantify its potential financial 
impacts . This insight can then be used to craft an Fx risk management program tailored to the 
company’s needs and circumstances .

Foreign Exchange Risk Management is intended both for companies with some experience in  
dealing with foreign exchange and for businesses that have no such experience . it is written  
from the perspective of an exporting business, but its principles apply equally to a company  
that primarily imports goods and services .

The French original of this publication was prepared by norman Faubert of the firm options  
devises in collaboration with edc’s corporate research department . 

This guide is presented for informational purposes only and should not be relied upon as the sole factor to 
consider in connection with how to identify, measure, manage or otherwise deal with foreign exchange risk.  
In providing this guide, EDC does not in any way assume any part of the reader’s management of foreign 
exchange risk, does not guarantee, represent or warrant the accuracy, completeness, or timeliness of the 
information provided, and shall not be liable for any loss or injury whatsoever resulting from the reader’s  
use of or reliance on this guide or from the management of its foreign exchange risk. Nothing in this in  
guide is intended to provide financial, legal, accounting or tax advice and no action or decision should  
be taken without independent research and professional advice.

INTRODuCTION
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during the past few years, canadian exporters have faced major challenges that include falling 
demand in the united States, intensifying competition abroad and a steadily appreciating canadian 
dollar . Many of these companies have found ways to counter the rising value of the canadian dollar 
and lessen the resulting risks to their competitiveness . Some have dealt with the appreciation of the 
dollar so effectively that they have not only maintained international demand for their products and 
services, but have actually increased it . (See how canadian exporters are adapting to a strong 
canadian dollar .)

There is a second currency-related risk that threatens canadian companies’ profit margins and that 
occurs not only when the canadian dollar is strong but also when it is weak . This is Foreign exchange 
(Fx) risk, which stems from exchange rate volatility, and many canadian exporters are not managing 
this risk as well as they could . if your company falls into this category, you may be missing out on 
an important benefit, since effective Fx risk management can improve your competitiveness by 
increasing the predictability of your profits and cash flow .

CHApTER 1:  
Understanding foreign eXchange risk 

fX risk management is  
often neglected
Canadian exporters are aware of FX risk and generally 
agree that FX fluctuations can sharply reduce their 
international profit margins. But there is no unanimity 
on how to deal with the issue. For most other types of 
risks (for example, the risk of fire), companies obtain 

appropriate insurance coverage almost automatically, 
but a survey conducted by EDC shows that few Canadian 
companies manage FX risk in a structured way. This 
can be an ill-advised approach in a global business 
environment where FX volatility is a given and where 
opportunities to generate revenue abroad are greater 
than ever.

http://www.edc.ca/EN/Knowledge-Centre/Publications/Pages/adapting-to-strong-CAD-whitepaper.aspx
http://www.edc.ca/EN/Knowledge-Centre/Publications/Pages/adapting-to-strong-CAD-whitepaper.aspx
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CHApTER 1: Understanding foreign eXchange risk

the basics of fX risk  
management
There is no sense in denying that proper FX risk manage-
ment can be a demanding undertaking. In fact, many 
exporters don’t engage in FX risk management because 
they perceive it as too demanding or too complex a 
task. This perception leads some companies to decide 
that managing this type of risk isn’t cost-effective, and 
that FX losses must simply be written off as the price 
of doing business abroad. Even when businesses do 
recognize the need for FX risk management, they 
often limit their approach to the occasional use of FX 
forward contracts. These contracts may be purchased 
even when a detailed analysis of a company’s FX 
exposure and the sensitivity of its profits to exchange 
rate movements has not been performed, and this  
can diminish the effectiveness of such contracts. 

That said, effective FX risk management is within the 
reach of all exporters. To successfully mitigate FX risk, 
exporters should start by concentrating their analysis on 
their business operations. By operations, we are referring 
to all the tasks that must be completed throughout your 
business to manufacture and sell a product abroad 
and make a profit. (See The operating cycle of this 
Guide for more details.)

identifying the financial conseqUences 
of eXchange rate volatility
Many exporters struggle when the time comes to clearly 
identify their FX losses. As a result, these losses frequently 
remain undetected even when they cause profits to fall. 
If your business is in this position, even your financial 
statements may not reveal the true effects of FX 
fluctuations on your profit margins. So, how are  
you supposed to make head or tail out of this? 

The solution does not need to be overly complicated. 
It requires that you define the key parameters that will 
allow for the proper identification, measurement and 
management of your company’s FX risk. Defining 
these parameters, by focusing on your operations,  
will allow for the development of a basic FX policy  
that reflects your business’s needs. 

fX risk and yoUr operations
your company’s unique set of operations is where you should focus your 
analysis in order to understand how the exchange rate threatens your 
profitability . your greatest source of cash flow comes from operations . 
accordingly, Fx risk management, which above all consists of understanding, 
measuring and mitigating the impact of exchange rate fluctuations on 
profits, should be based primarily on them . 

instead of doing so, too many exporters give priority to issues like following 
Fx markets and the selection of Fx hedging instruments . These matters are 
important, but they should come at the end of a risk management process 
that includes a number of distinct steps, which we present in this guide .
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CHApTER 1: Understanding foreign eXchange risk

The next section compares the management of FX 
risk with that of another type of risk, fire. Immediately 
after, we present the four key parameters of FX  
risk management.

fX risk compared to the risk  
of fire
FX risk has unique characteristics. To better understand 
them, let’s answer two basic questions, first related to 
the risk of fire and then to FX risk.

 4 When should a company insure its facilities against fire?

 Appropriate coverage should be in place right from 
the time the risk appears – that is, from the time the 
ownership of a property is transferred or, in the case 
of a rental, when a lease becomes effective. It is 
difficult to imagine a business deciding to delay the 
purchase of fire insurance or not to fully cover this 
risk once it becomes its responsibility. Furthermore, 
a business should be insured against fire at all times. 
To ensure that this is the case, insurance coverage is 
usually renewed automatically upon expiry.

 4 How much fire insurance coverage is necessary?

 The amount of coverage is normally based on the 
replacement cost of the building and equipment.  
It is usually easy to obtain a professional estimate  
of replacement cost for a building and equipment  
in order to determine the required amount of 
insurance coverage.

Now let’s consider these same questions in connection 
with FX risk:

 4 When should a company seek to cover (or hedge) 
its FX risk?

 Just as with the risk of fire, a company needs to take 
FX risk into account from the moment it appears. 
However, FX risk can arise at different points in time 
from one company to another, based on when selling 
prices for foreign buyers are set. As well, and contrary 
to the common practice for insuring against the risk 
of fire, coverage for FX risk does not need to be in 
place at all times, nor does it need to be renewed 
automatically upon expiry. 

 4 How much coverage is necessary? 

 This can vary considerably based on a business’s  
risk tolerance and the nature of its operations. For 
example, a company that makes a limited use of 
imported inputs is likely to require more coverage 
than a firm that has the same export earnings but 
purchases many parts and components from  
foreign suppliers.

As can be seen, protecting against FX risk is not as simple 
as covering other forms of risk. Moreover, there are no 
clear management standards or common approaches 
to help exporters manage FX risk. You should therefore 
aim to take responsibility for determining the risk 
management parameters that are most appropriate  
for your company.
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CHApTER 1: Understanding foreign eXchange risk

the foUr basic parameters  
of fX risk management
In order to develop a game plan that is effective in 
helping you protect your profits from FX risk, you 
need to define the following four parameters:

1. your reference rate of exchange;

2. your time horizon;

3. your FX position; and

4. your hedging strategy.

We’ll look at the reference rate of exchange in the 
remainder of this chapter. Chapter 2 will cover the 
time horizon and the FX position, and Chapter 3  
will examine the hedging strategy.

parameter 1: the reference 
rate of eXchange
FX risk is present from the moment you establish the 
selling price of the goods or services you’ll export. The 
rate of exchange you use to calculate this price is the first 
of our four risk parameters. It is called the reference rate 
of exchange or, more simply, the reference rate.

For example, consider a fictional Canadian company 
called BEDM Systems Inc. (BEDM), which has customers 
in the United States. It manufactures and exports a 

product that has to bring in CAD 100.00 per unit in 
order to make a sufficient profit.

Suppose also that the rate of exchange is USD/CAD 
1.0525 at the time BEDM calculates its export price.1 
In this case, the product’s unit selling price in the U.S. 
should be USD 95.00 (1.0525 x USD 95.00 = CAD 100.00). 
In other words, for BEDM to achieve its desired profit, 
each dollar of U.S. revenue must be converted to 
1.0525 Canadian dollars. The reference rate is thus 
USD/CAD 1.0525.

If BEDM sells its U.S. dollars at a rate that is less than 
the reference rate, its profit margin will be lower than 
expected and it will suffer an FX loss.2 Conversely, if the 
exchange rate at which the company sells its U.S. dollars 
is more than the reference rate, BEDM’s profit margin 
will increase and it will generate an FX gain.

selecting the reference rate
The reference rate must reflect the market exchange 
rate in effect when you calculate your selling price in a 
foreign currency. The reason for this is that if you want 
to effectively mitigate all or most of your FX risk by 
purchasing FX hedging instruments, you should do so 
when the actual market rate of exchange is at or very 
close to the reference rate. This point in time coincides 
with the moment when you set prices for foreign buyers.

1  The rate of exchange is conventionally stated as the quantity of the currency in the denominator relative to one unit of the currency in the numerator. uSD/CAD 1.0525 thus means that 
one u.S. dollar is worth CAD 1.0525.

2  This FX loss is an actual loss that will negatively impact cash flow. It shouldn’t be confused with FX losses as they are calculated for financial reporting purposes. The same holds for FX 
gains. Section 1.9 provides more details on this point.
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CHApTER 1: Understanding foreign eXchange risk

the reference rate of eXchange  
and fX risk
The concept of reference rate of exchange enables us 
to more clearly define what FX risk is: it is the possibility 
that at the time foreign revenues are converted into 
Canadian dollars by an exporter, the market rate of 
exchange is less favourable than the reference rate 
that was used to set the export prices.

The concept of reference rate is found in all export 
markets. For example, if BEDM sells the same product 
in Spain for EUR 77.00, the reference rate is then 
EUR/CAD 1.2987, since EUR 77.00 x 1.2987 =  
CAD 100.00.

measUring fX risk
To illustrate how to measure FX risk, we’ll return to 
the example of BEDM. The company is aiming for a 
gross margin of 30% on each unit sold, and its 
revenue and margin figures are as follows:

 4 Selling price (USD) $95.00

 4 Expected revenue (CAD) $100.00

 4 Anticipated gross margin 30%

 4 Anticipated gross margin (CAD) $23.08

 4 Unit cost (CAD) $76.92

Using this information, we can analyze the sensitivity 
of BEDM’s profit margins to exchange rate 
fluctuations, as shown in Table 1.

When shoUld yoU change the reference rate?
you shouldn’t change the reference rate unless you decide to move your 
export price either upward or downward . We will see in section 2 .2 that 
BedM’s sales price of uSd 95 .00 is valid for a 12-month period and, 
therefore, that its reference rate is also valid for one year .

in contrast, if you have the ability to regularly adjust your price lists or to 
calculate a different selling price for every order, this lessens your Fx risk 
since these prices will normally be based on a new reference rate .

a final note: the reference rate should not be confused with the rate of 
exchange used for accounting purposes . The latter rate pertains to financial 
statements and may be updated regularly, whereas the reference rate is 
used to manage Fx risk and can remain fixed for an extended period  
of time .



FOREIGN EXCHANGE RISK MANAGEMENT10

CHApTER 1: Understanding foreign eXchange risk

Table 1. sensitivity of bedm’s profit margin to exchange rate fluctuations 

Usd/cad  
exchange  

rate

Unit price  
in Usd

revenue  
in cad

fX gain/ 
loss  

in cad

profit  
margin  
in cad

profit  
margin  

in %

variation  
in rate of  
exchange  

(%)

variation  
in profit 
margin  

(%)

1.1600 $95.00 $110.20 $10.20 $33.28 43.3 10.2 44.3

1.1200 $95.00 $106.40 $6.40 $29.48 38.3 6.4 27.7

1.0800 $95.00 $102.60 $2.60 $25.68 33.4 2.6 11.3

1.0525 $95.00 $100.00 $0.00 $23.08 30.0 0.0 0.0

1.0400 $95.00 $98.80 ($1.20) $21.88 28.5 -1.2 -5.0

1.0000 $95.00 $95.00 ($5.00) $18.08 23.5 -5.0 -21.7

0.9600 $95.00 $91.20 ($8.80) $14.28 18.6 -8.8 -38.0

0.9200 $95.00 $87.40 ($12.60) $10.48 13.6 -12.6 -54.7

As the bottom row of the table shows, an unfavourable 
change of 12.6% in the USD/CAD exchange rate (from 
1.0525 to 0.9200) causes a 54.7% deterioration in BEDM’s 
profit margin, which drops from CAD 23.08 per unit 
to CAD 10.48 per unit. The other rows of the table 
show how the profit margin changes as the exchange 
rate varies from 1.1600 to 0.9200.

This analysis has been simplified by dealing with a single 
product, by generating all revenues in USD and by having 
all unit costs in CAD. The real-world analysis of FX risk 
for most companies is considerably more complicated, 
since it involves many different products and revenues 
and expenditures in various currencies.

This should not, however, prevent your company from 
carrying out the more complex analyses that will measure 
the sensitivity of your profit margins to exchange rate 
fluctuations. To do so, you’ll need to prepare a different 
table for each of the currencies in which you earn 
revenue. Then you must calculate your FX gains and 
losses, as well as your profit margin, by factoring in the 
impact of exchange rate fluctuations on the portion of 
your unit costs that are payable in foreign currency.
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CHApTER 1: Understanding foreign eXchange risk

trying to gain from eXchange 
rate flUctUations
As illustrated by Table 1, BEDM’s profits improve if the 
U.S. dollar appreciates, but fall if the U.S. dollar weakens. 
This demonstrates that, although it’s possible for an 
exporter to gain financially from favourable exchange 
rate fluctuations, trying to do so isn’t necessarily a 
good idea, for the following reasons:

 4 This opportunity is in fact a zero-sum game in which 
each dollar of potential gain is offset by a dollar of 
potential loss.

 4 This opportunity is purely speculative. In addition, 
when FX exposure is left uncovered, an exporter 
loses its ability to control FX risk.

 4 The likelihood of realizing an FX gain will never 
exceed 50%.

 4 Even professional currency traders are not able to 
consistently predict how exchange rates will vary 
over time. 

If, notwithstanding the above, you still want to try to 
take advantage of favourable exchange rate movements, 
it is imperative that you measure the financial 
consequences for your business if the rate moves 
against you. 

the reliability of eXchange  
rate forecasts
Exchange rate forecasts are commonly available from 
banks, FX brokers and online sources. Some forecasts are 
more general and deal with the long term, while others 
are very specific and look at the immediate future. 
The type of analysis used to produce these forecasts 
usually falls into one of two categories. Fundamental 
analyses are based on economic parameters such as 
gross domestic product, unemployment, inflation and 
interest rates. Technical analyses are based on the study 
of the past evolution of exchange rates. 

Most exchange rate forecasts are well documented and 
rigorous. However, all of them are based on hypotheses 
that may turn out to be inaccurate. Even experts are 
unable to predict, on a regular basis, how exchange 
rates will evolve in the short, medium and long terms. 
Basing decisions about FX risk management on such 
predictions can thus be a source of additional risk for 
your company. This risk should never be accepted unless 
the financial ability of your business to withstand a 
possible deterioration of its cash flow and profit 
margin due to exchange rate movements has been 
clearly established. 
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reacting to strong movements 
in eXchange rates
Exchange rates always fluctuate. Most of the time,  
they do so within a range that will be narrow or wide 
depending on market conditions. At other times, 
however, exchange rates can rapidly move outside 
their range and reach unexpected levels. What  
should you do in these situations?

favoUrable movements in the  
eXchange rate
This corresponds to the appreciation of the currency  
in which you collect you export revenues. If you have 
no FX risk protection in place and this happens, your 
profit margin and earnings will rise. But if you have 
FX coverage, you will not be able to take advantage of 
the appreciating foreign currency, or may only be able 
to partly benefit, depending on how much of your FX 
risk is hedged. When this happens, it may be tempting 
to conclude that your current approach to FX risk 
management is damaging your profitability. Such a 
conclusion overlooks the fact that these increased 
earnings would have resulted from speculation,  
which is risky.

That said, if the currency of your export market appreci-
ates strongly, you should focus on the opportunities 
this spells for your company instead. The most obvious 
is the potential for higher margins on future sales.  
Just as important are the opportunities that the new 

exchange rate creates for reviewing your business 
strategy, adjusting your export selling prices, acquiring 
new clients and stimulating demand for your product. 

UnfavoUrable movements in the 
eXchange rate
This is the depreciation of the currency in which you 
collect your export revenues. Since 2003, Canadian 
exporters have regularly faced this situation with respect 
to the USD/CAD rate of exchange. If you have no FX 
risk coverage and this happens, your earnings will fall. 
If you do have FX coverage, on the other hand, a 
depreciating foreign currency won’t hurt you as much. 
However, even with FX risk coverage in place, the 
depreciation will still likely threaten your future sales, 
profit margins and business development in all the 
export markets where you are paid in this currency.

After a foreign currency has depreciated for a time,  
it may be tempting to believe that it will go no farther 
and that the worst is over. This can lead you to assume 
that FX risk management is now less critical for sales that 
are paid in that currency. Unfortunately, the foreign 
exchange market is just as unpredictable as other 
financial markets. Not taking action because you  
think a currency has finished depreciating is akin  
to speculating. Unless you continue to pay attention  
to FX risk, any further depreciation in the value of  
the foreign currency will damage your margins and 
cash flow. 
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accoUnting treatment of  
fX gains and losses
The information about FX gains or losses that is  
found in a company’s financial statements is often 
misinterpreted. This information is used to adjust 
certain accounting discrepancies, but it indicates 
nothing about how well or badly a company is doing 
in managing FX risk, and nothing about the actual 
impact of exchange rate fluctuations on profitability 
and cash flow. This impact, as we have seen, results 
from converting foreign currency into Canadian 
dollars at an exchange rate that is different from  
the reference rate. 

It is necessary, therefore, to distinguish between account-
ing information and true financial repercussions. Just 
as net profit and operating cash flow are two different 
things, the FX gains and losses that appear on financial 
statements are different from the amounts that the 
business has actually gained or lost due to exchange 
rate fluctuations. As a result, using your financial 
statements to measure and assess the effects of 
exchange rate movements on your business is a 
mistake. Many exporters make this error, which 
prevents them from making the connection between 
falling profit margins and exchange rate changes. 

Let’s look again at Table 1. The amounts in the “FX 
gain/loss in CAD” column measure the true financial 
consequences of exchange rate movements on the 
value of foreign revenues in CAD. These are actual 
gains and/or losses that directly affect cash flow, but 

they will not be identified as such in financial statements. 
You can only find them by conducting a separate 
analysis based on the expected and actual cash flows 
tied to your foreign sales.

Some managers have difficulty ignoring accounting 
information. Yet companies do not run their businesses 
for the purpose of producing financial statements. 
They do so to make a profit by generating positive 
cash flows from their operations. FX risk management is 
a continuous process that stems from these operations, 
while financial statements are static and don’t fully 
reflect the operational characteristics that make each 
exporting company unique.

sUmmary
While it is possible to measure FX risk exposure and 
mitigate its financial consequences, exporters are often 
unsure how to do this, or not sure they need to do it at 
all. If an important piece of equipment in your plant is 
destroyed by fire, the results – in the form of interrupted 
operations, loss of profits and other financial impacts –  
are immediately evident and can easily be measured. 

But when profit margins fall because of exchange rate 
changes, the indicators are not nearly so obvious. You 
may spend money and time looking for the origins  
of the problem in the wrong places, by dissecting 
production costs for example, when a basic FX risk 
management program would have quickly helped 
identify what was going wrong.
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the operating cycle
Every company has an operating cycle made up of recurring operations 
that are specific to its type of business. During this cycle, the company 
produces and markets its goods or services, generates cash flows and 
earns a profit. Chart 1 shows the structure of the operating cycle and  
the FX risk inherent in it.

The previous chapter defined what Fx risk is, when it appears and how you can calculate the sensitivity 
of your profit margins to exchange rate fluctuations . This chapter will examine how to calculate 
exposure to Fx risk and will cover the time horizon parameter and the Fx position parameter .

in theory, the amount of exposure to Fx risk can be calculated by multiplying the export selling price 
by the number of units sold . however, for many exporters, both pieces of information seldom become 
available at the same time: export prices are set first, and sales take place after that . But as we will 
see, there is a way to calculate Fx exposure in such circumstances .

CHApTER 2: measUring yoUr eXposUre to fX risk

Chart 1: The Operating Cycle and FX Risk

Unconfirmed FX Risk Confirmed FX Risk

Operating Cycle

Duration of FX Risk Exposure
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Analyzing your operating cycle can help you understand 
the exact nature of your company’s operations and the 
unique characteristics related to the marketing, sale, 
production and delivery of your exports. This analysis 
can also help determine how and where your FX risk 
appears and for how long it remains present. To illustrate 
how this works, consider again the example of BEDM 
Systems. In addition to the data given in Table 1, BEDM’s 
operations also have the following characteristics: 

 4 Its exports are deliverable from nine to 12 months 
after it has concluded a sale with a buyer.

 4 The invoices it issues are payable no later than  
90 days after delivery.

Due to the above, the company’s operating cycle can be 
up to 27 months long, as shown in Chart 2. This means 
that more than two years can lapse between the time 
when BEDM sets its reference rate and the moment 
when it converts U.S. dollars to Canadian dollars. 
Needless to say, the USD/CAD rate of exchange could 
move dramatically over this period! When they analyze 
their operating cycle for the first time, many exporters 
are surprised by how long they are exposed to FX risk 
and by the large amount of their FX exposure. 

January

Goods Deliverable up to 12 Months After the Sale

12 Months 12 Months 3 Months

Total: 27 Months

Chart 2: Analysis of BEDM’s Operating Cycle

December

Price Valid for 12 Months

Payment
(90 Days)
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parameter 2: the time horizon
The time horizon is the second of the four parameters 
identified in Chapter 1. It refers to the period during 
which the company does not change its reference rate 
(parameter no. 1) and thus commits to an export selling 
price. The time horizon can vary considerably from 
one business to another, based on the nature of the 
goods and services sold as well as a company’s 
marketing strategies.

Some businesses mitigate their FX risk by regularly 
revising their reference rates and thereby adjusting 
their export selling prices. This establishes a relatively 
short time horizon. At the extreme, when a company 
adjusts its selling price with every order, the time 
horizon shrinks to zero.

Regardless of the constant volatility of exchange rates, 
however, most businesses need to honour their export 
sale prices for at least a period of time. Publishing a price 
list or submitting a proposal, for example, indicates such 
a commitment and thus establishes a time horizon. 
Few companies can make up for FX fluctuations by 
adjusting their prices during this period.

Unconfirmed fX risk
Most companies, consequently, find themselves in a 
situation where FX risk is present even before a single 
sale is finalized. In this case, FX risk is described as 
being “unconfirmed.” It will only become a “confirmed” 
FX risk when a firm sale is completed and the company 
is assured of receiving, at some point in the future,  
a payment in a foreign currency.

Unconfirmed FX risk is a genuine type of risk. You 
should acknowledge its existence and begin managing 
it as soon as it appears. The difficulty with this, of course, 
is that you don’t yet know your level of sales and thus 
the amount of FX risk you’re facing.

measUring Unconfirmed  
fX risk 
The importance of measuring unconfirmed FX risk 
varies according to the situation. Submitting a proposal 
and establishing a price list are two such situations.

bidding on a project
When your company submits a price, in foreign currency, 
for a project on which it has bid, it is often impossible 
to determine the percentage likelihood that you’ll 
eventually make the sale. Because of this uncertainty, 
you can’t accurately measure your unconfirmed risk, 
which makes it hard to manage the FX risk related to 
this potential sale.

the time horizon and the operating  
cycle – not the same thing!
The time horizon and the operating cycle are two different notions . 
confusing them can make it difficult for your company to correctly 
develop and implement its Fx risk management policy . remember that 
the time horizon corresponds to the period during which the reference 
rate remains effective . The operating cycle, in contrast, measures the 
length of time during which the Fx risk is present . 
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As a solution, you could try to negotiate a risk-sharing 
provision with your foreign buyer, but buyers are rarely 
receptive to this approach. Moreover, drafting such a 
provision at the proposal stage can be quite complex and 
the results may still not effectively protect your profits.

Another alternative could be to purchase an FX option 
(described in Section 3.2). FX options possess features 
that can make them useful for mitigating FX risk when 
your company bids on a project where payments will be 
made in a foreign currency. Experience shows, however, 
that only a limited number of Canadian businesses 
choose this approach, since FX options are often 
perceived as expensive. Furthermore, the bidding 
process regularly extends well beyond the initial 
deadline, which can make it difficult to select the 
expiry date for the option. 

pUblishing an eXport price list
Publishing an export price list implies a commitment 
by your business to honour its prices within a specific 
time horizon. Your market studies and sales figures  
for previous years can help you assess the export sales 
you are likely to make during this period. With this 
information in hand, you can measure, with a certain 
degree of confidence, your exposure to unconfirmed 
FX risk.

To return to the example of BEDM Systems, suppose 
the company tells its U.S. customers that its prices are 
valid for the next 12 months. This means that BEDM 
now knows its first two FX risk parameters. These are:

 4 the reference rate of USD/CAD 1.0525, which was used 
to calculate the unit selling price of USD 95.00; and

 4 the time horizon of 12 months.

To measure its unconfirmed FX risk, BEDM still needs 
a figure for its potential future sales. Based on previous 
performance, it estimates that it will sell between 
150,000 and 170,000 units in the United States within 
the 12-month time horizon. The company can now 
calculate its unconfirmed FX risk as being between 
USD 14.25 million (USD 95.00 x 150,000) and  
USD 16.15 million (USD 95.00 x 170,000).

managing Unconfirmed fX risk 
BEDM’s management must now decide whether to 
hedge this unconfirmed risk. If it does so by purchasing 
one or more FX forward contracts (as described in 
section 3.2), it is committing to deliver a certain amount 
of U.S. dollars to its banker or FX broker even though 
no sales have been completed yet. At first glance, this 
may seem risky – what if the projected sales never 
materialize? 
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To properly understand the implications, let’s imagine 
that BEDM decides to wait until it completes its sales 
to its U.S. buyers before it buys FX forward contracts. 
In this case, BEDM remains fully exposed to FX risk for 
varying periods of time that all have the same starting 
point (that is, when it sets its prices in U.S. dollars 
using the reference rate of exchange) and end when 
each sale to a U.S. buyer is finalized. If the Canadian 
dollar becomes stronger during any of these time periods, 
BEDM will suffer FX losses that will lower profit margins 
and reduce its cash flow in Canadian dollars.

In such situations, your company has two alternatives 
for dealing with unconfirmed FX risk:

 4 you can hedge this risk as soon as it appears, based 
on a reasonable estimate of your sales over the time 
horizon; or 

 4 you can wait until your forecast sales become actual 
sales before you hedge the risk. This approach exposes 
you fully to the risk that exchange rate fluctuations 
during the time when your sales remain unconfirmed 
will reduce your profit margins and cash flow.

beWare of over-hedging
It’s important not to overestimate your unconfirmed 
FX risk and, as a result, hedge more than you really 
need. This can happen if you purchase FX forward 
contracts for an amount of foreign currency that 
exceeds the amount of sales that are completed  
within the time horizon.

Over-hedging produces a situation where your business, 
through lack of sales and the resulting shortfall in 
foreign currency revenues, must buy back some of its 
FX coverage. Such buybacks will carry a cost if the 
foreign currency that you had committed to deliver  
to the bank or FX broker has appreciated against the 
Canadian dollar. For these reasons, you should try to 
estimate your expected foreign sales as accurately as 
you can.

confirmed fX risk
Confirmed FX risk is easier to identify, measure and 
manage than unconfirmed FX risk. This is because, 
for each foreign currency in which your company 
makes transactions, you’re working with known 
elements such as:

 4 firm purchase or sale orders;

 4 accounts receivable;

 4 accounts payable;3

 4 cash on hand; and

 4 FX forward contracts.

Unlike unconfirmed FX risk, confirmed FX risk depends 
on elements you can easily identify and measure. Your 
estimate of this type of risk, consequently, doesn’t 
depend on assumptions about sales that you may or 
may not make.

3  Accounts payable that must be paid in the currency in which some or all of your company’s export revenues are collected constitute a form of “natural” hedging. They help reduce your 
exposure to FX risk by allowing you to use foreign currency earnings to pay invoices issued by foreign suppliers. Doing this means you will have less foreign currency to eventually sell 
and convert into CAD. 
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parameter 3: calcUlating yoUr 
fX position
The measurement of both unconfirmed and confirmed 
FX risk allows you to calculate your business’s total 
exposure to FX risk. This is also known as your FX position. 
A simple way to calculate your FX position is to complete 
a table such as the one below. You’ll need to prepare 
one such table for each of the foreign currencies in 
which your business carries out transactions.

Table 2 shows the FX position calculations for BEDM’s 
USD transactions. Note that receipts are on the plus side, 
while disbursements and FX forward sale contracts are 
on the minus side. Importantly, currency flows are 
recorded regardless of their expected collection or 
disbursement dates.

According to Table 2, BEDM has an overall FX position 
of USD 12,515,000. This is made up of USD 6,405,000 
of confirmed exposure, plus USD 11,510,000 of 
unconfirmed exposure, minus USD 5,400,000 in FX 
forward contracts that BEDM is already using to hedge 
some of its FX risk. Based on this FX position, the 
positive or negative impact on BEDM’s cash flow and 
profits will be CAD 125,150 for each change in the 
value of the U.S. dollar of CAD 0.01. In other words,  
a fluctuation in the USD/CAD rate of exchange of 
merely one cent will cause the business to gain or  
lose CAD 125,150.

Table 2. bedm’s fX position

foreign exchange position in Usd

confirmed exposure

Cash $240,000 

Accounts receivable $1,275,000 

Firm orders – sales $6,400,000 

Accounts payable ($210,000)

Firm orders – purchases ($1,300,000)

Other confirmed receipts $0 

Other confirmed disbursements ($0) 

confirmed exposure $6,405,000 

Unconfirmed exposure

Expected sales $14,250,000 

Expected purchases ($2,740,000)

Other expected receipts $0 

Other expected disbursements ($0) 

unconfirmed exposure $11,510,000 

Total exposure $17,915,000 

foreign exchange contracts

FX forward contracts used to sell u.S. dollars ($5,400,000)

foreign exchange position $12,515,000
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monitoring eXposUre to fX risk
After your initial FX position has been calculated, 
you’ll need to monitor and update it regularly as your 
operating cycle proceeds. Updates can be necessary 
for reasons such as:

 4 changes in forecast sales;

 4 forecast sales becoming actual sales; 

 4 unexpected special orders;

 4 collection of accounts receivable;

 4 payment of accounts payable;

 4 putting new FX forward contracts in place; and

 4 lapsing of existing FX forward contracts. 

Consider again the example of BEDM in Table 2. The 
conclusion of a firm sale changes unconfirmed FX risk 
to confirmed FX risk, so the company must update its 
FX position with this new data. To do so, it increases 
the confirmed risk by adding the amount of the order 
to the line item “Firm orders (sales).” It then must 
reduce its unconfirmed risk by subtracting the amount 
of the order from line item “Expected sales.” Similarly, 
when BEDM submits an invoice to a buyer, the line 
item “Accounts receivable” must be adjusted upward 
by the invoiced amount and the line item “Firm orders 
(sales)” must be reduced by the invoiced amount. 

the fX position and fUtUre collection and 
payment dates
exporters often confuse the concept of Fx position with that of collection 
and payment dates (that is, the expected points in time when foreign 
currency payments will be received or will need to be made) . These two 
matters are important but independent of one another . To calculate your 
company’s Fx position, you do not need to know when your foreign 
clients will pay you or when you will pay your foreign suppliers . it is only 
at a later stage in the process of managing Fx risk that you need to pay 
attention to the timing of foreign currency receipts and disbursements .

in this regard, it is worth recalling that Fx risk appears right at the outset 
of the operating cycle . it may initially be unconfirmed, which means you 
have no information about when your foreign buyers will pay you . 
however, as we have seen, Fx risk is present at this point and needs  
to be included in your Fx position .

once a sale is completed and the Fx risk becomes confirmed, a collection 
date can be anticipated for foreign currency receipts . That date can easily 
change, however, when customers, due to unforeseen circumstances, pay 
ahead of time or, as is more often the case, pay later than planned . We’ll 
see how to deal with this in section 3 .4 . in the meantime, measure your 
Fx exposure by calculating your Fx position as best as you can, but 
without thinking about collection and payment dates .
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By keeping the FX position up to date in this way, you 
can always have at your disposal a relatively precise 
measure of your FX exposure, along with the components 
that make up that exposure. With this information in 
hand, you can ensure that you are maintaining adequate 
FX risk coverage at all times. We’ll discuss how to 
hedge FX risk in the next chapter.

assigning responsibility for 
fX risk management
Senior management is ultimately responsible for manag-
ing FX risk, and decisions about the company’s FX 
policy should be approved at this level. The manager 
responsible for FX risk management, whose role places 
him or her in a position of expert advisor to senior 
management, must then ensure that the FX policy is 
well applied. In order to do so, this manager should 
hold a company position that provides a comprehensive 
overview of the company’s activities. The manager should 
have the skills and information needed to identify and 
measure the effects of exchange rate changes on profit 
margins. This individual should also have a good grasp of 
FX hedging instruments and of management practices 
that deal with foreign currencies. Finally, this manager 
will be responsible for the company’s relationships with 
the bankers and brokers with whom the company 
carries out its FX transactions.
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So far we’ve examined how and when Fx risk appears – that is, from the time the company sets its 
reference rate of exchange when calculating its export sales prices in a foreign currency . in addition, 
we’ve seen that Fx risk may be unconfirmed at first, but that it can still be measured based on the 
exporter’s sales forecasts over the time horizon . Finally, we’ve shown how a company’s Fx position 
is composed of confirmed and unconfirmed Fx risks . The next step is for the exporter to develop the 
company’s Fx hedging strategy, which frequently involves the use of Fx hedging instruments sold  
by banks and Fx brokers .

CHApTER 3: hedging fX risk

parameter 4: developing yoUr 
hedging strategy
Your hedging strategy is the fourth and last parameter 
of your FX risk management program. Developing this 
strategy involves:

 4 selecting FX hedging instruments;

 4 setting a hedging ratio; and

 4 choosing hedging techniques.

fX hedging instrUments 
There are two types of hedging instruments in the  
FX market: FX forward contracts and FX options.

fX forWard contracts
A FX forward contract is a firm commitment to exchange, 
on a future date, predetermined amounts of two different 
currencies. The rate of exchange between these two 
currencies is guaranteed by the contract. Because of this 
guarantee, you know in advance how many Canadian 
dollars you’ll receive in exchange for the foreign currency, 
even if the exchange rate changes over time. FX forward 
contracts thus protect you against unfavourable FX 
fluctuations, but they also prevent you from making 
any financial gains if the exchange rate moves in  
your favour. 

Because the FX forward contract is simple to understand 
and use and requires no initial cash outlay, it is the 
hedging instrument most widely used by Canadian 
exporters.

pay attention to all foUr fX risk  
management parameters
Many exporters neglect the first three parameters of Fx risk manage-
ment . as a result, they may develop their hedging strategy on the basis 
of an inaccurate measurement of their Fx position and without consider-
ing their reference rate . Proceeding in this way makes it unlikely that the 
exporter’s Fx hedges will be as effective as they could be .
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fX options
Unlike an FX forward contract, an FX option does not 
commit the option holder to buy or sell a given amount 
of foreign currency on a specific future date. Instead, it 
gives the option holder the right (but not the obligation) 
to do so, at an exchange rate guaranteed in the option 
contract. The option holder will only exercise this right 
if it suits his needs and if it is financially beneficial for 
him to do so (that is, if the exchange rate guaranteed 
by the option is more favourable than the market rate 
of exchange). 

FX options are therefore highly flexible. They enable 
the holder to protect against FX risk while retaining 
the possibility of profiting from favourable movements 
in the exchange rate. The drawback is that, contrary to 
FX forward contracts, the holder must pay an upfront 
premium to purchase the option.

bUying and selling fX options
FX options can be purchased from, or sold to, a 
banker or broker. Exporters that seek protection 
against FX risk will normally buy FX options that give 
them the right to sell a designated foreign currency. 
Selling FX options does not protect exporters against 
FX risk but, instead, provides them with an 
opportunity to earn a premium up front.

With the exception of the FX forward contract and a 
few of its variations, all other FX hedging instruments 
are based on options. Through various combinations 
of purchases and sales, options are used to create a 
wide range of hedging products that carry names such 
as “FX Collar”, “FX Tunnel” and “FX Forward Plus.” 
Some of these products are even structured so as to 
require no initial cash outlays.

fX facilities
The FX forward market exposes the banker or broker 
to the risk that the exporting company may be unable to 
honour its contracted FX obligations. If the business 
defaults in this way, the banker or broker that provided 
the FX coverage may be exposed to significant 
financial losses.4

Bankers and brokers manage this default risk by granting 
FX facilities to the exporters they support. An FX facility 
authorizes the exporter to buy or sell FX forward 
contracts but imposes limits on the transaction amounts 
and the due dates for these contracts.

To measure default risk, bankers and brokers usually 
apply a risk coefficient to the amount of the FX facility. 
This coefficient generally ranges from 10% to 15% and 
is based on an assessment of the client’s credit risk and 
the volatility of currency markets. Multiplying the risk 
coefficient (such as 15%) by the amount of the FX 
facility (such as $500,000) gives the value for the 
default risk ($75,000).

4  For example, let’s suppose that a bank or FX broker purchases forward uSD 1,000,000 from one of its clients at a rate of uSD/CAD 1,0250 and that the delivery date is in 6 months.  
If, at the time the client defaults, the market rate of exchange is uSD/CAD 1,0935, the bank/broker will need to spend CAD 68,500 more than expected to obtain this amount of  
u.S. dollars through the FX market. 
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To manage this risk, FX brokers often require the 
exporter to provide a deposit as guarantee. Bankers, 
on the other hand, will often subtract the amount of 
the default risk from their client’s total approved credit, 
usually by freezing the client’s line of credit by an amount 
equal to the default risk. This reduces the company’s 
borrowing capacity – a situation that can be reversed 
using EDC’s Foreign Exchange Facility Guarantee  
(see box below). 

managing settlement dates 
With fX sWaps
You may find it difficult to choose – sometimes far in 
advance – the settlement date for a FX forward contract. 
As we have seen, FX risk usually arises well before you 
know the date when you will collect your export earnings.

When you purchase FX coverage, however, you have  
to select a settlement date, which is the date on which 
currencies will be exchanged. By selecting this date, 
you are making a commitment to your bank or FX 
broker that you will pay a specific amount of foreign 
currency on that date, even though you can’t be sure 
today that you’ll have the foreign currency to do so at 
that point in time. 

This may seem like a risky commitment. In fact, it is 
quite easy to manage situations where you do not receive 
foreign currency payments when expected. If you don’t 
have enough foreign funds to settle an FX forward 
contract on the settlement date, you can simply push 
out the settlement date by means of an FX swap. This 
technique is both straightforward and widely used.

To see how a swap works, consider again the example of 
BEDM Systems. The company’s FX position (see Table 2) 
shows that the business has FX forward contracts for a 
total of USD 5.4 million. Let’s assume that one of the 
contracts, for USD 1 million, was concluded with a 
three-month due date. On the due date, BEDM has 
not yet received the U.S. dollars needed to settle its 
contract. To deal with this, it uses an FX swap to move 
the settlement date to a later date. The FX swap allows 
BEDM to keep its FX coverage fully in place. Chart 3 
shows how the situation evolves using the swap.

edc’s foreign eXchange facility gUarantee
edc can provide an foreign exchange facility guarantee (Fxg) that 
will guarantee the collateral required by many banks and Fx brokers for 
the purchase or sale of Fx contracts . By freeing your balance sheet from 
this collateral requirement, the Fxg frees up funds that can be used to 
pursue new business opportunities .

The Fxg is a 100% irrevocable and unconditional guarantee . it is issued 
on a facility basis, so edc does not require the exporter to declare the 
activities covered by the Fxg during the validity period . This period is 
generally set at one year and is renewable annually . The Fxg applies  
to Fx contracts that:

 4  are entered into during the Fxg’s validity period, or that were entered 
into earlier but have not yet reached their due date; and 

 4  do not exceed the maximum Fx contract term specified in the Fxg 
certificate . Maximum contract terms can be 12, 24 or 36 months .

http://www.edc.ca/EN/Our-Solutions/Bonding-and-Guarantees/Pages/foreign-exchange-facility-guarantee.aspx
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hoW an fX sWap Works
The swap is made up of two simultaneous transactions: 
first, BEDM buys, through an FX spot transaction, the 
U.S. dollars that it does not have but must deliver; second, 
it resells U.S. dollars on a forward basis for settlement 
on a date that corresponds to the company’s updated 
collection forecast (one month later, in this example).5 
Using swaps means that BEDM can cover its FX risk 
from the moment it appears, without having to worry 
about when it will get paid by its foreign customers.

Note that, contrary to FX forward contracts and FX 
options, FX swaps are not hedging instruments since 
they do not transfer FX risk from your company to a 
bank or FX broker. 

fX sWaps and natUral hedging
If a company pays its invoices and collects its export 
revenue in the same currency, it is said to be using 
“natural hedging” to manage its FX risk. However, 
collections and disbursements in the same foreign 
currency rarely come due on the same date – there  
is generally a gap that can range from a few days to 
several months.

Initial Settlement Date

Protection Provided by the Forward Contract 

FX Risk Covered for 4 Months

Chart 3: Using an FX Swap to Extend a Settlement Date

New Settlement Date

T T+3 Months T+4 Months

Initial 3 Month FX Forward Contract 

for the Sale of USD

Extended by One Month Using an FX Swap

5  An FX swap can also be used to accelerate a settlement date if a foreign currency payment is received earlier than anticipated. In this situation, the exporter will sell foreign currency by 
way of an FX spot transaction and repurchase the same currency on the settlement date associated with the original FX forward contract. 
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If your company is in this situation, the FX swap is an 
effective way of filling the gap. Further, FX swaps make 
it possible to temporarily convert foreign-currency cash 
balances into CAD without any FX risk. This increases 
the availability of CAD funds, which can help you 
manage your cash and short-term debt.

the fX hedging ratio
The FX hedging ratio is the percentage of FX coverage 
compared to the company’s FX position. A 100% ratio 
indicates that the FX position is completely covered.  
A lower ratio indicates that a portion of the FX risk is 
not hedged and, consequently, that the exporter can 
tolerate a certain degree of risk. The exporter might 
do this to take advantage of a favourable movement  
in exchange rates, for example.

Determining the coverage ratio should be done carefully 
since an effective hedging strategy does not necessarily 
require a 100% ratio. However, simplistic formulas such 
as “businesses should cover 50% of their FX risk,” should 
be avoided. Each company is unique and should analyze 
its hedging needs according to its individual requirements 
and capabilities. The decision to set the hedging ratio 
below 100% should, consequently, be based on a detailed 
analysis of the potential financial losses to which the 
business is exposed. Table 3 extends the sensitivity 
analysis developed for BEDM Systems in Table 1 to 
show the effects of various hedging ratios on the 
company’s profit margin per unit.

Table 3. bedm’s profit margin based on various fX hedging ratios

Usd/cad 
exchange 

rate 

Unit 
price  

in Usd

revenue  
in cad

fX gain/
loss in 
cad

profit  
margin  
in cad

profit margin (percentage) for various hedging ratios  
with the hedge locked in at a rate of Usd/cad 1.0525

0% 50% 65% 80% 100%

1.1600 $95.00 $110.20 $10.20 $33.28 43.3 36.6 34.6 32.6 30.0

1.1200 $95.00 $106.40 $6.40 $29.48 38.3 34.2 32.9 31.7 30.0

1.0800 $95.00 $102.60 $2.60 $25.68 33.4 31.7 31.2 30.7 30.0

1.0525 $95.00 $100.00 $0.00 $23.08 30.0 30.0 30.0 30.0 30.0

1.0400 $95.00 $98.80 ($1.20) $21.88 28.5 29.2 29.4 29.7 30.0

1.0000 $95.00 $95.00 ($5.00) $18.08 23.5 26.7 27.7 28.7 30.0

0.9600 $95.00 $91.20 ($8.80) $14.28 18.6 24.3 26.0 27.7 30.0

0.9200 $95.00 $87.40 ($12.60) $10.48 13.6 21.8 24.3 26.7 30.0
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Table 3 shows that by immediately hedging its FX risk, 
BEDM can reduce the volatility in its profit margins 
caused by exchange rate fluctuations. The five columns 
on the right show the effects of various hedging ratios 
when the FX hedge rate (that is, the exchange rate at 
which BEDM is assured of selling its U.S. currency) is 
equal to the reference rate of USD/CAD 1.0525.

Ultimately, senior management is responsible for 
determining what constitutes an acceptable level of 
exposure to FX risk. To make this determination, 

senior managers should focus both on current attitudes 
toward FX risk and financial information such as the 
data contained in Tables 1 and 3. 

approaches to fX hedging
There are two main ways of setting up FX hedges: the 
systematic approach and the progressive approach.

systematic hedging
With systematic hedging, you cover your risk 
immediately after you have calculated your FX 
position and determined your hedging ratio. 

progressive hedging 
With progressive hedging, you don’t immediately 
cover your risk but instead establish a risk tolerance 
threshold. This is an exchange rate beyond which you 
automatically put FX coverage in place. When using 
this approach, you accept exposure to a certain amount 
of risk in the hope of benefiting if the exchange rate 
moves in your favour.

To do this, you establish a loss threshold and calculate 
the exchange rate you can tolerate before FX losses 
become unacceptable. If the rate reaches this level, you 
immediately put FX coverage in place. Conversely, you 
can also establish a profit threshold. If the rate reaches 
this level, thus increasing your profits, you immediately 
put FX coverage in place to lock in your gains.

establishing yoUr company’s risk tolerance
risk tolerance and the consequent choice of a hedging ratio shouldn’t be 
based solely on financial calculations . From one company to another, business 
owners and senior management do not share the same perspectives on 
risk in general and Fx risk in particular .

Some companies see exchange rate fluctuations as opportunities for financial 
gains and may decide to factor this vision into their hedging strategy . it 
should be stressed, however, that attempting to profit in this way means 
that an exporter must regularly “beat the market” – something that is a 
challenge to accomplish, even for Fx experts . 

Trying to generate additional income through currency fluctuations necessarily 
involves the risk of losing money . For this reason, management should be wary 
of hedging strategies that concentrate on using exchange rate movements 
to boost profits . This is especially true when the accompanying financial 
risks have not received careful consideration .
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To use the progressive approach successfully, you must 
carefully quantify the financial risk you are prepared 
to accept, using the types of profit sensitivity analyses 
shown in Tables 1 and 3. This approach requires very 
strict discipline and must include mechanisms to ensure 
that FX coverage is put in place as soon as the tolerance 
threshold is reached.

solUtions other than hedging 
instrUments 
In addition to the hedging instruments provided by 
banks and FX brokers, there are several other methods 
that exporters use to manage FX risk. These include 
natural hedging, transfer of risk to the buyer, invoicing 
in Canadian dollars and raising the export selling price. 
As we will see, none of these solutions is without flaws 
and they cannot fully replace an effective use of 
hedging instruments.

natUral hedging
A company that pays its invoices and collects its export 
revenue in the same currency is said to be using natural 
hedging to manage its FX risk. In many situations, natural 
hedging occurs on its own, such as when you price a 
product in a foreign currency and invoice at least part 
of your production costs in the same currency. In other 
situations, natural hedging is the result of a strategic 
decision on your part. An example would be favouring 
suppliers who invoice their products or services in the 
currency in which you’ll collect foreign sales revenues. 

Another form of natural hedging is to borrow in the 
currency in which most of your export sales are paid. 
These foreign currency receipts can then be used to 
make loan repayments. The latter reduce your FX 
position in the same way as accounts payable and 
other financial obligations in a foreign currency.

Natural hedging has considerable advantages when 
exchange rate fluctuations are unfavourable, but it 
also limits your ability to profit from favourable 
fluctuations. To fully benefit from natural hedging, 
moreover, you should account for its effects on the 
cost, in CAD, of company disbursements in foreign 
currency (in other words, it should be profitable for 
you to “self-supply” this currency). 

transferring fX risk to the bUyer
Contract provisions that transfer risk to the buyer are 
unusual, since buyers are rarely receptive to such 
measures and generally will not agree to them unless 
they have no other choice.

Risk-sharing provisions are a little more common (but 
still the exception) and are found where the exporter and 
the importer agree to split the financial consequences 
of exchange rate movements. These provisions are not 
a form of exchange rate coverage, however, and at best 
provide partial protection against losses. In addition, 
they are often insufficiently detailed in the contract 
and thus difficult to interpret and implement. 
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invoicing in canadian dollars
Foreign buyers are rarely willing to pay your invoices 
in Canadian dollars, since doing so simply transfers FX 
risk to them. If the foreign company is a poor FX risk 
manager, this may increase its purchasing costs even if 
you don’t raise your prices. If you insist on being paid 
in Canadian currency, the foreign company may also 
soon be looking for other suppliers. Billing in Canadian 
dollars thus presents no genuine advantages. You are 
usually better off to discard this approach and learn 
how to effectively identify, measure and manage FX 
risk instead.

raising the eXport selling price
To use this strategy, you raise your selling price in the 
foreign currency to offset a possible depreciation of this 
currency’s value against the Canadian dollar. Adjusting 
prices in this way is not a true hedge against FX risk and 
cannot act as a substitute for FX hedging instruments. 
Some Canadian exporters have learned this the hard 
way in recent years due to the high volatility of 
exchange rates. 

If your company is able to raise its prices to offset  
a potential depreciation of a foreign currency, then 
you hold some pricing power. This pricing power is  
a competitive advantage worth protecting against FX 
risk. In this context, consider the example of BEDM 
again. As we saw in Table 1, the company is selling its 
product in the United States for USD 95.00 per unit, 
based on a reference rate of USD/CAD 1.0525. Let’s 
imagine that BEDM finds that it has some pricing 
power and is able to raise its export price to USD 
100.00 per unit.

By hedging all its FX risk immediately after raising its 
price, BEDM ensures that it will receive CAD 105.25 per 
unit sold (USD 100.00 x 1.0525), thus realizing a 36.8% 
profit margin. Since the profit margin was 30% when the 
selling price was USD 95.00 per unit, the additional 6.8% 
represents a 23% increase in profit resulting from the 
new, higher price. A company’s ability to raise export 
prices is therefore a valuable business advantage that 
shouldn’t be wasted by neglecting the management  
of FX risk.
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fX policy statement
BEDM identifies its FX risk management parameters in its FX policy statement, as presented in Table 4.

Table 4. bedm’s fX policy statement

bedm systems inc. – fX policy statement  
effective from january 1 to december 31, 2012

reference rate (parameter 1) uSD/CAD 1.0525

time horizon (parameter 2) 12 months

fX position (parameter 3) uSD 12,515,000 as of January 1, 2012

hedging strategy (parameter 4) The strategy includes the following:

1. Hedging instruments: FX forward contracts only

2. Hedging ratio: 80% (sale of uSD 10 million)

3.  Hedging approaches:  
• Systematic hedging: 50%, immediate sale of USD 5 million at the rate of USD/CAD 1.0525 
•  Progressive hedging: 50%, deferred sale of USD 5 million at a loss threshold rate of  

uSD/CAD 1.0000, or a profit threshold rate of uSD/CAD 1.1200, whichever occurs first.

in the first three chapters of this guide, we identified and analyzed the key parameters of Fx risk 
management . in this last chapter, we will illustrate how to formulate an Fx policy by using, once 
more, our example of BedM Systems .

crafting an Fx policy is an opportunity for you to define, in a proactive way, the key values to assign 
to the four parameters that underpin any effective Fx risk management program . once you have 
detailed these parameters, you will have formulated a basic Fx policy for your company . given the 
Fx policy’s potential impact on your profitability and cash flow, it is important that it be approved by 
both your senior management and your Board of directors . 

CHApTER 4: formUlating an fX policy 
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fX policy details
The details of BEDM’s hedging strategy, as 
summarized in the above table, are as follows:

 4 It excludes the use of FX options and concentrates 
on FX forward contracts.

 4 FX risk is not fully covered. The selected hedging 
ratio is 80%, which indicates that BEDM is willing 
to tolerate some FX risk. It also implies that the 
company has measured the risk associated with 
partial hedging and has found it acceptable.

 4 BEDM’s coverage uses a combination of systematic 
and progressive hedging. Using progressive 
hedging, BEDM links the implementation of 50% of 
its FX coverage to future exchange rate fluctuations. 
This means that BEDM hopes that these future 
fluctuations will be favourable and will add to the 
company’s profits.

 4 The profit threshold exchange rate set by the 
company is USD/CAD 1.1200. If the rate hits this 
level, the company will realize an FX gain of $6.40 
per unit sold when purchasing its FX forward 
contracts.6 

 4 Conversely, there is a loss threshold of USD/
CAD 1.0000. If the rate reaches this level, BEDM 
will suffer an FX loss of CAD 5.00 per unit sold 
when it purchases FX coverage. The company 
established this threshold by analyzing the financial 
consequences of a range of potential exchange rate 
shifts.

 4 The decision to use a progressive hedging approach 
implies that BEDM has the time and resources to 
closely follow FX markets and is disciplined enough 
to put coverage in place as soon as the rate reaches 
either threshold.

6  This gain is calculated in Table 1. It raises the profit margin per unit from CAD 23.08 to CAD 29.48, but only for 40% of the total units sold. Recall that 80% of bEDM’s total FX 
exposure is to be hedged and that half of this exposure will be covered through progressive hedging. Recall as well that FX exposure related to the other half, representing another 
40% of units sold, will be immediately hedged at the rate of uSD/CAD 1.0525 in order to lock in a margin of CAD 23.08. For these units, bEDM makes no FX gain, but cannot suffer an 
FX loss either. Finally, 20% of the company’s FX exposure is unhedged. This means that the profit margin for 20% of units sold will only be established in the future when bEDM sells 
the u.S. dollars related to these units through FX spot transactions.
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The growth opportunities in world markets – and particularly in emerging market – are more 
promising than ever for canadian companies . as our exporters know, however, the global 
competition for these opportunities is strong, and a company that wishes to operate on an 
international scale must increase its competitiveness in every way it can . one way of giving  
your company a competitive edge is to improve its management of Fx risk .

CONCluSION

As this guide demonstrates, developing and implement-
ing a simple but effective FX policy is within the reach 
of all Canadian exporters. To help in doing so, they 
should seek to proactively manage foreign currency 
receipts and disbursements and be ready to abide by 
FX strategies that accurately reflect their companies’ 
operations and needs. They should also aim to mitigate 
FX risk as soon as it appears and pay close attention  
to the four basic parameters of FX risk management.

Achieving all this requires upgrading the company’s 
skill sets and investing enough time to identify and 
analyze the FX risks the company faces. Doing so will 
enable the business to develop appropriate responses 
and to better integrate FX risk management throughout 
its operations. Once a company has done this, it can 
realistically expect to increase its foreign sales without 
seeing its profit margin and cash flow eroded by the 
vagaries of the foreign exchange market.
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bidding period – A period during which the company’s 
FX risk is characterized by unconfirmed cash flows.

confirmed cash flows – Confirmed commitments to 
receive or pay foreign currency at some point in the 
future.

fX position – The difference between the amounts held 
and to be received in a foreign currency, versus the 
amounts due in the same currency.

fX risk – The risk related to the impact of exchange 
rate fluctuations on the company’s profit margin. 
It arises from the possibility that an unfavourable 
fluctuation in the exchange rate causes the company 
to receive an amount in Canadian dollars that is less 
than initially expected. 

fX swap – A temporary exchange of currency between 
the company and its banker or broker. An FX swap 
does not impact the company’s FX position.

hedging operation – An FX transaction, entered into 
with a banker or broker, for the purpose of reducing 
the company’s FX position.

hedging ratio – A percentage indicating the company’s 
desired proportion of FX coverage compared to its FX 
position.

natural hedging – Disbursements in a foreign currency 
that help reduce the company’s FX position.

operating cycle – A period of time that starts with the 
setting of prices in a foreign currency and ends with 
collecting payment in the currency.

reference rate – The exchange rate that is used to 
calculate export selling prices. The reference rate 
must not be confused with the budget rate found on 
financial statements. 

spot fX transaction – Purchase or sale of a foreign 
currency for immediate settlement.

term fX transaction – The purchase or sale of a foreign 
currency for settlement at a later date.

time horizon – The period during which the company 
undertakes to keep the same selling price for foreign 
buyers despite fluctuations in the exchange rate.

Unconfirmed cash flows – Foreign currency payments or 
receipts that the company expects, with a reasonable 
degree of certainty, to become confirmed within the 
time horizon of its FX policy.

GlOSSARy
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